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ABSTRACT 


A  value-added  tax  (VAT)  has  been  mentioned  as  an  alternative  to  increasing 
Federal  taxes. 

Since  the  Common  Market  has  implemented  such  a  tax,  current  literature  draws 
heavily  upon  the  EC  experience.  However,  differences  between  U.S.  and  Common 
Market  conditions  have  led  to  confusion  over  the  nature  of  a  value-added  tax 
and  its  possible  use  in  this  country.  Exactly  how  the  VAT  would  affect  various 
sectors  of  the  U.S.  economy  would  depend  in  part  upon  the  method  used  to  calcu- 
late the  tax  and  the  Government's  method  of  imposing  the  tax.  Adoption  of  a 
new  tax  such  as  a  VAT  might  give  the  United  States  the  opportunity  to  undertake 
desired  reforms  in  its  tax  structure  without  either  increasing  the  impact  of 
present  taxes  on  taxpayers  or  reducing  total  Federal  tax  revenues. 

Should  a  U.S.  value-added  tax  be  adopted,  farmers  should,  to  the  greatest 
possible  extent,  be  full  participants  in  the  tax  plan  for  best  results.  For 
instance,  exemption  for  farmers  would  penalize  them  since  they  would  have  no 
means  of  claiming  credit  for  taxes  paid  on  inputs.  At  the  same  time,  recog- 
nition of  special  characteristics  of  agriculture  is  necessary,  particularly 
where  small  farmers  are  concerned. 
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SUMMARY 

A  U.S.  value-added  tax  has  been  proposed  as  an  alternative,  if  the  need  should 
arise,  for  additional  Federal  revenues.  For  best  results,  the  VAT  should  be 
comprehensive  in  scope  and  uniform  in  rate,  extending  to  virtually  all  sectors 
of  the  economy  with  as  few  exemptions  as  possible.  However,  unless  agriculture 
were  granted  special  treatment  under  such  a  tax,  serious  problems  could  arise 
for  the  1.5  million  small  U.S.  farms,  both  in  terms  of  exit  from  the  farming 
sector  and  employment  in  other  sectors. 

Agriculture  in  most  European  Community  countries  using  a  value-added  tax 
(essentially  a  tax  on  the  difference  in  value  of  purchased  inputs  and  the  end 
product)  is  predominantly  composed  of  small,  individually  owned  units  where  use 
of  business  records  is  limited.  Under  these  conditions,  farmers  are  generally 
believed  penalized  when  full  VAT  coverage  is  required. 

In  addition  to  justifying  special  exemption  from  the  tax  on  the  basis  of 
administrative  difficulties  in  dealing  with  large  numbers  of  small  units, 
special  treatment  may  also  be  justified  on  the  basis  of  decreasing  the 
regressivity  of  the  tax  through  lower  rates  or  excluding  agricultural  products 
and  protecting  agriculture  as  a  basic  sector  of  the  economy.  However,  although 
full  VAT  coverage  may  penalize  farmers,  total  exemption  from  a  VAT  would  also 
penalize  them  since  they  would  have  no  means  of  claiming  credit  for  value-added 
taxes  paid  on  purchased  inputs. 

The  taxing  scheme  recommended  by  the  European  Community  Council  provides  that 
farmers  may  opt  either  for  regular  coverage  or  a  special  plan  involving  a  global 
offset  which  relieves  farmers  from  keeping  purchase  invoices  or  any  direct  lia- 
bility or  reporting  under  the  VAT.  Agriculture  is  not  exempt,  however,  as  the 
liability  for  the  farmer's  VAT  is  shifted  forward  to  the  purchaser  of  farm  out- 
put. A  variation  of  this  scheme  may  be  appropriate  for  small  farmers  in  this 
country  if  a  VAT  consideration  progressed  to  the  point  of  a  specific  proposal. 

Agriculture  is  unique  in  that  the  typical  production  unit  includes  both  produc- 
tion and  consumption.  To  the  extent  a  VAT  is  passed  forward,  the  farmer  as 
consumer  is  affected;  to  the  extent  a  VAT  is  absorbed,  the  farmer  as  producer 
must  bear  the  burden.  Substantially,  complete  forward  shifting  of  a  VAT  seems 
likely  only  if  the  European  version  (consumption  VAT  calculated  by  the  tax 
credit  method)  is  followed. 

A  more  likely  event  appears  to  be  some  degree  of  forward  shifting  and  some 
absorption  or  backward  shifting  to  the  factors  of  production,  with  the  degree 
of  shifting  varying  among  sectors.  In  this  event,  and  in  the  absence  of  special 
treatment,  farmers  might  well  fare  worse  than  other  groups,  bearing  VAT  burden 
as  both  consumers  and  producers. 


If,  however,  a  VAT  were  not  shifted,  agriculture's  share  of  the  base  would  be 
less  (3.90  percent)  than  for  any  other  sector  except  mining.  The  largest  shares 
of  the  base  would  be  borne  by  manufacturing  and  trade. 

Although  the  President's  Task  Force  on  Business  Taxation  in  1970  recommended 
against  substituting  the  VAT  for  existing  taxes,  some  consideration  has  been 
given  to  substituting  a  VAT  for  at  least  a  portion  of  the  property  tax.  If  a 
VAT  were  substituted  for  that  portion  of  the  property  tax  levied  on  residential 
property,  agriculture  might  also  bear  a  heavier  tax  burden.  Although  farmers 
would  receive  tax  relief  in  the  same  manner  as  other  owners  of  residential 
property,  nonresidential  property  taxation  would  still  be  permitted  at  the  State 
level.  As  farmland  is  generally  underassessed  in  comparison  with  other  types  of 
property,  it  might  be  expected  to  bear  a  heavier  burden  under  centralized  assess- 
ment. 

If,  however,  a  VAT  were  substituted  for  all  of  the  property  tax,  farmers  would 
probably  benefit  through  lower  tax  bills.  If  the  VAT  were  not  shifted,  a  VAT 
generating  the  same  total  yield  as  the  property  tax  would  impose  a  burden  on  the 
farm  sector  of  only  about  $1,345  million,  less  than  half  the  property  tax  bill 
paid  by  farmers  in  1970  ($2,994  million). 

The  VAT  has  been  described  as  neutral,  nonregressive,  simple  to  administer, 
and  stabilizing—claims  which  have  all  been  challenged.  These  claims  and 
counterclaims  could  all  be  true  under  certain  conditions;  for  exactly  how  the 
tax  would  affect  the  various  sectors  of  the  economy  depends  in  part  upon  the 
method  used  to  calculate  the  tax  and  the  Government's  method  of  imposing  the 
tax. 


VI 


The  Value-Added  Tax  and  American  Agriculture 

by 
W.  Fred  Woods1 

INTRODUCTION 

The  value-added  tax  has  been  called  the  latest  fiscal  innovation  of  general 
scope  (33,  p.  6).  It  is  certainly  the  most  widely  discussed  tax  of  recent  years, 
Although,  as  a  concept,  it  has  been  proposed  intermittently  for  some  50  years 
for  consideration  as  a  complete  or  partial  substitute  for  existing  taxes  and  as 
a  new  source  of  revenue  to  finance  expanded  Government  activities,  its  actual 
use  as  an  integral  part  of  national  tax  structure  is  of  such  recent  vintage  that 
many  questions  regarding  the  nature  and  possible  effects  of  the  value-added  tax 
remain  unsettled. 

Uncertainty  regarding  the  possible  adoption  of  the  VAT  into  the  U.S.  tax  struc- 
ture is  heightened  by  the  lack  of  similarity  between  U.S.  conditions  (taxes  pro- 
posed for  replacement)  and  conditions  (replaced  taxes)  in  countries  where  the 
VAT  has  been  instituted.  To  a  somewhat  lesser  degree,  uncertainty  over  a  U.S. 
value-added  tax  has  arisen  through  a  lack  of  objectivity  in  much  of  the  recent 
U.S.  literature  on  the  subject. 

The  President's  Task  Force  on  Business  Taxation,  in  its  September  1970  report, 
recommended  that  the  VAT  not  be  adopted,  in  whole  or  in  part,  as  an  alternative 
to  existing  Federal  taxes.  However,  it  noted  that  should  the  need  arise  for 
substantial  additional  Federal  revenue,  the  Government  should  turn  to  the  value- 
added  tax  or  some  other  form  of  indirect  tax  rather  than  increase  corporate  or 
personal  income  taxes  (32^  pp.  1-2). 


1  Agricultural  Economist,  National  Economic  Analysis  Division,  Economic 
Research  Service,  U.S.  Department  of  Agriculture. 


Taken  alone,  this  recommendation  might  effectively  delay  any  serious  consider- 
ation of  a  U.S.  value-added  tax,  but  two  subsequent  developments  have  highlighted 
the  possible  need  for  substantial  additional  Federal  revenues.  First,  President 
Nixon,  in  his  1972  State  of  the  Union  Address,  suggested  that  a  national  value- 
added  tax  could  substitute  for  at  least  a  portion  of  local  property  taxes  for 
public  school  financial  support  through  a  system  of  revenue  sharing.  Coinciding 
with  this  suggestion  were  court  rulings  in  California  and  several  other  States 
that  traditional  methods  of  financing  public  schools,  based  largely  on  local 
property  taxes,  are  unconstitutional  because  they  make  a  child's  education  a 
function  of  the  wealth  of  his  parents  and  neighbors  (34) . 

President  Nixon's  suggestion  has  apparently  been  shelved  by  a  recommendation  of 
the  Advisory  Commission  on  Intergovernmental  Relations  that  Federal  aid  is  not 
needed  to  finance  local  property  tax  relief.  The  Commission's  report  did  not 
touch  on  use  of  the  value-added  tax  per  se  (4). 

Second,  a  recent  study  by  researchers  at  the  Brookings  Institution  has  shown 
that  unless  current  tax  and  spending  plans  are  altered,  the  Nation  is  headed 
for  a  $17-billion  full  employment  budget  deficit  in  1975.  Expected  reforms  of 
existing  Federal  taxes  are  generally  not  considered  sufficient  to  make  up  this 
deficit.  Therefore,  a  new  tax,  such  as  the  VAT,  may  be  a  realistic  alternative 
to  general  rate  increases  in  existing  Federal  taxes  such  as  individual  and  cor- 
porate income  taxes  (8,  16) .2 

The  purpose  of  this  report  is  to  examine  the  value-added  tax,  its  characteris- 
tics, and  the  administration  of  it,  and  to  make  a  preliminary  analysis  of  the 
effects  of  a  VAT  on  the  agricultural  sector. 

HISTORY  OF  THE  VALUE-ADDED  TAX 

Although  prior  to  1969  only  three  European  countries  had  any  practical  experi- 
ence with  the  comprehensive  value-added  tax  system  (Denmark,  July  1968;  France 
and  Germany  January  1968),  the  idea  dates  back  to  at  least  1918  when  the  tax 
was  recommended  to  the  German  Government  by  Von  Siemens  as  a  substitute  for 
the  turnover  tax. 

The  manufacturers'  sales  taxes  of  several  countries  eventually  gained  partial 
value-added  elements,  as  in  Argentina  (1935)  and  France  (1948).  The  tax  was 
imposed  on  all  sales  by  manufacturers,  but  each  manufacturer  could  deduct 
amounts  paid  for  materials  and  parts  from  sales  in  calculating  his  tax.  From 


2  In  May  1972,  the  Advisory  Commission  on  Intergovernmental  Relations 
commissioned  a  national  poll  to  determine  taxpayer  preferences  for  alternative 
forms  of  taxation.   One  question  asked  was:   If  the  Federal  Government  must 
raise  taxes  substantially,  which  of  these  alternatives  do  you  prefer:   Collect 
a  value-added  tax,  raise  individual  income  tax  rates,  or  broaden  the  base  of 
the  income  tax?   The  answers  to  this  question  were:   34  percent  for  a  VAT, 
10  percent  for  raising  the  individual  income  tax  rates,  and  40  percent  for 
broadening  the  base  of  the  income  tax  (39,  p.  43). 


this  form  of  levy,  it  was  a  simple  step  to  extend  the  value-added  principle 
into  distribution  channels  and  to  broaden  the  deductible  categories  of  purchases 
to  cover  most  producers'  goods.  France  extended  the  tax  into  wholesale  channels 
and  broadened  the  producers'  goods  deductions  in  1954,  waiting  until  1968  to 
extend  it  to  the  retail  level.  Finland  introduced  the  value-added  element  at 
the  retail  level  in  1964.  Finnish  wholesalers  paid  tax  on  their  entire  sales. 
Retailers  paid  only  on  the  value  added. 

In  1962,  the  value-added  tax  was  recommended  for  member  countries  by  the 
Neumark  Committee  of  the  European  Economic  Community  and  was  later  approved 
by  the  EC  Council  of  Ministers.  Initially,  member  countries  could  impose  their 
own  separate  value-added  tax.  There  was  no  requirement  that  the  same  rates 
be  used,  but  the  goal  of  the  Common  Market  is  full  fiscal  harmonization.  To 
obtain  this  harmonization,  there  will  eventually  be  one  common  rate  for  all 
member  countries  (20). 

Meanwhile,  the  tax  on  value  added  was  considered  in  the  larger  Latin  American 
countries  and  adopted  by  Brazil  in  1965  and  Uruguay  in  1968,  replacing  turn- 
over and  manufacterers'  sales  taxes,  respectively.  Its  intoduction  has  been 
planned  for  other  Latin  American  countries,  including  Mexico  and  Argentina. 
A  value-added  tax  proposal  has  been  submitted  to  the  legislative  body  in  Chile 
as  well . 3 

In  1949,  the  American  tax  advisory  group  (Shoup  Mission)  to  Japan  recommended 
a  VAT  as  the  key  source  of  prefectural  (State)  revenues.  Legislation  author- 
izing the  tax  was  enacted  by  the  Japanese  but  repealed  before  the  VAT  became 
operative  (36). 

The  value-added  tax  concept  was  apparently  first  mentioned  in  the  United  States 
as  early  as  1917  at  the  annual  conference  of  the- National  Tax  Association.  It 
was  first  proposed  for  use  in  the  United  States  in  1921  by  Professor  T.  S.  Adams 
( 2J .  Gearhart  Colm  in  1935  suggested  the  VAT  as  a  substitute  for  a  payroll  tax 
financing  unemployment  compensation  and  again  in  1939  suggested  the  use  of  value- 
added  taxes  by  State  Governments  (JJD,  1_2 ) .  In  fact,  he  considered  a  value-added 
measure  the  appropriate  one  in  the  United  States  "only  if  we  had  one  single  tax 
on  enterprise  for  Federal,  State  and  local  Governments  (11 .  p.  99) . " 

The  VAT  was  formally  proposed  as  a  source  of  added  Federal  revenues  just  prior 
to  World  War  II.  Senator  O'Mahoney  introduced  the  value-added  concept  in  pro- 
posed tax  legislation  in  the  U.S.  Congress  in  1940. 

Variations  of  the  value-added  tax  concept  have  been  proposed  at  the  State  level 
on  a  number  of  occasions  in  U.S.  tax  history.  In  a  1932  study  of  the  tax  systems 
of  Alabama,  the  Brookings  Instituion  recommended  a  VAT.  However,  this  recom- 
mendation was  never  instituted.  In  1965,  Louisiana  extended  its  retail  sales 


The  history  of  value-added  tax  proposals  is  well  summarized  in  John  F.  Due, 
"Value-Added  Tax  Proposals  in  the  United  States"  (_23,  pp.  111-120). 


tax  to  wholesale  suppliers  of  retailers  as  a  value-added  feature.  In  1953,  the 
Michigan  legislature  adopted  a  variant  of  the  VAT--a  Business  Activities  Tax 
(BAT).  The  Michigan  tax  operated  with  considerable  success,  until  it  was 
repealed  in  1967. 

Initially,  the  Michigan  tax  was  more  nearly  a  gross  product  type  of  VAT,  for  it 
allowed  neither  deduction  of  cost  of  capital  equipment  in  the  year  of  purchase 
nor  depreciation  in  later  years.  But,  total  deductions  from  sales  were  set  by 
law  at  a  minimum  of  50  percent  of  gross  receipts.  The  tax  was  later  modified 
by  legislation  into  a  limited  type  of  income  VAT.  That  is,  depreciation  could 
be  subtracted,  but  only  on  real  property.  The  final  tax  rate  was  65/100  of  1 
percent,  an  extremely  low  rate  of  tax  (33,  p.  16). 

CONCEPT  AND  CHARACTERISTICS  OF  THE  VALUE-ADDED  TAX 

Most  business  firms  purchase  inputs  from  other  business  firms,  work  on  those  in- 
puts with  their  own  labor  force,  capital  equipment,  and  working  capital,  and 
then  sell  the  product.  The  difference  between  what  the  firms  get  in  sales 
proceeds  and  what  they  have  spent  in  purchasing  things  from  other  firms  is  the 
value  added  to  those  inputs.  Every  business  firm  in  the  economy  thus  adds 
value  to  what  it  buys  from  other  firms.  The  total  value  added  by  all  business 
firms  is  the  value  of  the  total  product  of  the  economy. 

Put  differently,  the  total  value  added  in  any  country  is  recognized  as  the  value 
of  all  work  done  within  that  country.  However,  the  base  on  which  the  value- 
added  tax  is  levied  is  not  what  is  generally  understood  as  the  value  added. 
Before  we  consider  this  problem,  let's  consider  for  a  moment  that  a  general  tax 
on  value  added  may  be  thought  of  as  a  tax  on  total  product  or  the  total  output 
of  a  community.  On  the  other  hand,  abstracting  from  the  problems  caused  by 
depreciation  of  capital  equipment,  the  value  that  a  firm  adds  is  equivalent  to 
the  sum  of  what  it  pays  out  in  wages,  interest,  and  rent  and  what  it  earns  as 
profit.  These  payments  and  profits  reflect  the  activity  of  the  employees  of  the 
firm,  services  rendered  by  individual  creditors  and  leasors  of  the  firm,  and  the 
reward  to  the  firm's  owners  for  bearing  risks,  waiting,  and  handling  administra- 
tive details. 

The  value-added  tax  is,  therefore,  a  tax  on  total  income  of  the  economy.  The 
VAT  is  then  either  a  tax  on  product  or  a  tax  on  income,  depending  on  which 
angle  it  is  viewed  from.  This  situation  is  not  surprising,  for  in  the  national 
income  accounts,  total  product  for  the  year  equals  total  income  paid  to  the 
factors  of  production. 

Now,  let's  go  back  to  the  differences  between  the  general  concept  of  value  added 
and  the  base  on  which  the  value-added  tax  is  levied.    First,  even  if  the  value 
of  replacing  wornout  capital  goods  is  subtracted  so  that  value  added  becomes 
the  figure  showing  the  work  done  above  that  of  maintaining  capital  stocks,  it 
is  still  not  the  same  as  the  value-added  tax  base.  The  VAT  base  (the  consump- 
tion variant)  allows  for  all  new  capital,  not  just  that  which  replaces  wornout 
capital . 

Secondly,  exports  usually  represent  work  done  but  not  available  for  domestic 
consumption.  Nonetheless,  this  work  forms  part  of  national  value  added.  Yet, 


under  the  VAT  system,  exports  are  normally  subtracted  from  the  value-added  base. 
On  the  other  hand,  imports  which  have  nothing  to  do  with  domestic  value  added 
are  usually  added  to  the  VAT  base.  So  if.  the  VAT  is  not  a  tax  on  value  added, 
what  then  is  it? 

The  basic  type  of  value-added  tax  can  be  best  understood  by  assuming  a  closed 
economy--no  imports  or  exports.  The  value-added  tax  is  imposed  on  the  value 
that  a  business  firm  adds  to  the  goods  and  services  that  it  purchases  from  other 
firms.  It  adds  value  by  processing  or  handling  these  purchased  inputs  with  its 
own  labor  force,  machinery,  buildings,  or  capital  goods.  It  then  sells  the 
result  of  the  product  to  consumers  or  to  other  firms.  The  difference  between 
sales  proceeds  and  the  cost  of  materials  and  inputs  purchased  from  other  firms 
is  the  value  added--the  tax  base  of  the  value-added  tax.  Items  that  a  firm 
purchases  from  other  firms  consist  of  raw  materials,  semimanufactured  goods, 
supplies  used  in  the  process  of  manufacturing  and  handling,  services  (banking, 
insurance,  and  advertising),  finished  goods  ready  for  resale  to  consumers  (in 
the  case  of  retailers),  and  finally,  machinery,  equipment,  and  other  capital 
goods. 

Three  basic  types  of  value-added  tax  can  be  distinguished  by  tax  treatment 
accorded  capital  goods.  These  three  types  are  gross  product,  consumption,  and 
income. 

The  Gross  Product  VAT 

Under  this  type  of  A/AT,  sales-deductible  purchases  from  other  firms  exclude 
purchases  of  capital  goods.  Moreover,  no  depreciation  can  be  deducted  in 
subsequent  years.  To  be  fully  consistent,  no  deduction  is  allowed  for  purchases 
that  go  to  increased  year-end  inventory  over  year-beginning  inventory,  and  in 
subsequent  years,  no  offset  against  sales  is  allowed  for  inventory  depletion. 
It  is  equivalent,  then,  to  a  retail  sales  tax  on  all  final  products.  This  type 
of  tax  therefore  puts  heavy  pressure  on  firms  to  use  methods  of  production  not 
requiring  capital  assets  and  not  involving  frequent  year-to-year  fluctuations 
in  physical  volume  of  inventories.  The  gross  product  VAT  is  largely  theoretical 
in  nature  and  is  not  employed  or  considered  for  use  in  any  country  today. 

The  Income  VAT 

This  VAT  resembles  the  gross  product  VAT,  but  as  a  delayed  offset,  it  allows  the 
tax  base  to  be  reduced  by  the  amount  of  depreciation  that  occurs  during  the  year, 
just  as  under  the  income  tax.  As  does  the  income  tax,  it  requires  that  an 
excess  of  year-end  inventory  over  year-beginning  inventory  be  included  in  the 
tax  base  and  allows  an  excess  of  year-beginning  inventory  over  year-end  inven- 
tory to  be  deducted.  The  total  tax  base  is  equal  to  total  personal  income.  The 
income  VAT  is  generally  thought  of  as  equivalent  to  a  proportional  income  tax 
without  exemptions  or  deductions.  It,  too,  is  primarily  a  theoretical  variation, 
although  some  have  favored  this  form  for  proposed  U.S.  use. 

The  Consumption  VAT 

The  third  type  of  VAT  exempts  capital  by  allowing  the  deduction  in  the  year  of 
purchase  of  the  full  value  of  any  capital  good  purchased.  No  adjustment  is 
allowed  for  depreciation  as  this  would,  in  effect,  be  deducting  the  price  of 
capital  goods  twice.  This  type  of  tax  grants  100 -percent  accelerated  depreci- 
ation. It  has  the  same  aggregate  base  for  any  given  year  as  a  retail  sales  tax 
on  consumer  goods  and  services  (or  a  general  consumption  tax). 
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The  consumption  VAT  has  the  same  tax  base  as  that  which  John  Stuart  Mill, 
Irving  Fisher,  and  others  have  proposed  for  the  income  tax.  They  would  reach 
this  income  tax  base  by  the  same  techniques  used  for  the  consumption  VAT, 
but  they  would  apply  a  progressive-rate  tax  that  would  be  collected  from  house- 
holds. They  would  simply  exclude  from  taxable  income  all  returns  from  capital 
or  would  allow  full  deduction  of  savings,  and  since  realized  savings  equals 
realized  investment,  they  would  therefore  allow  the  equivalent  deduction  of 
expenditures  and  capital  goods  (36_,  p.  122). 

According  to  Norman  Ture,  a  proponent  of  a  VAT  for  the  United  States,  the 
consumption  VAT  is  the  only  type  which  should  be  considered  for  adoption,  as 
it  more  closely  conforms  to  the  criterion  of  neutrality  between  consumption  and 
saving  and  use  of  labor  and  capital  services  in  production  (40,  p.  5).  The 
income  VAT  is  biased  against  savings  and  capital,  while  the  gross  product  VAT 
magnifies  this  bias  (40). 

The  consumption  VAT  is  the  type  in  general  use  today,  particularly  in  the  EC 
nations.  This  general  usage  gives  rise  to  the  charge  that  the  value-added  tax 
is  simply  a  retail  sales  tax  collected  in  a  different  manner.  As  we  shall  see 
later,  however,  this  charge  is  not  entirely  true  and  can  be  definitely  mislead- 
ing. 

Further  Classification 

For  trade  from  a  closed  economy  to  an  open  economy,  an  additional  tax  classi- 
fication is  needed:  the  border-tax  adjustment.  Two  alternatives  exist--the 
destination  principle  and  the  origin  principle. 

Under  the  destination  principle,  all  goods  consumed  within  a  taxing  jurisdic- 
tion are  taxed  equally  regardless  of  where  they  are  produced.  To  achieve  this 
result,  the  ER-IT  (Export,  Rebate-Import,  Tax)  (2_5)  rule-  is  employed.  This 
rule  states  that  VAT  levied  on  exports  are  rebated,  and  the  VAT  is  imposed  on 
all  imports  at  the  point  of  entry. 

The  origin  principle  seeks  to  ensure  that  all  goods  produced  in  a  country  are 
equally  burdened  (taxed)  regardless  of  where  they  are  consumed.  This  goal  is 
achieved  by  taxing  all  domestic  production  (including  production  for  export) 
and  exempting  imports. 

In  general,  existing  value-added  taxes  are  levied  on  the  destination  principle 
although  the  EC  members  propose  a  future  move  to  the  origin  basis  for  intra- 
community  trade.  Taxation  for  trade  with  nonmember  countries  would  continue 
on  the  destination  principle.  The  advantage  of  this  move,  once  full  tax 
harmonization  is  achieved  and  all  countries  have  the  same  VAT  rates,  is  that 
no  explicit  border-tax  adjustments  would  be  required. 

Approaches  to  the  Value-Added  Concept 

The  tax  on  value  added  may  be  viewed  through  two  different  approaches.  On  one 
hand,  the  VAT  has  been  viewed  as  merely  a  sales  tax  which  is  collected  from 
business  firms  selling  a  product  and  which  is  shifted  forward  to  purchasers 
through  an  increase  in  price  equal  to  the  amount  of  the  tax  (see(37_))«  0n 


the  other  hand,  the  tax  is  expressly  related  to  some  version  of  the  benefit 
principle  of  taxation.  In  this  second  case,  the  tax  may  or  may  not  be  regarded 
as  a  tax  on  ultimate  purchases  of  taxable  products,  since  the  tax  is  dependent 
upon  the  particular  version  of  the  benefit  principle  involved. 

The  variations  of  the  benefit  principle  may  be  classified  as:  (1)  the  cost  of 
services  variant  of  the  general  benefit  theory,  (2)  the  general  welfare  theory, 
and  (3)  the  social  expediency  theory  (35^,  pp.  630,648,  649).  The  cost-of-serv- 
ices  version  of  the  benefit  doctrine  used  to  support  most  early  proposals  for 
value-added  taxation  was  first  advanced  by  Adams  in  his  proposal.  This  argu- 
ment may  be  expressed  as  follows.  In  rendering  services  of  general  benefit 
to  business  enterprises,  the  Government  functions  in  the  same  way  as  private 
factors  of  production  and  should  recover  the  costs  of  these  services  through 
business  taxes.  Value  added  by  the  individual  firm  provides  an  objective 
index  of  utilization  of  these  services.  Therefore,  it  is  just  to  allocate 
such  Government  costs  according  to  value  added  (36,  p.  156). 

The  cost-of-services  argument  assumes  that  Government  operates  as  either  a 
productive  factor  employed  within  an  enterprise  just  as  labor  and  capital  or 
as  an  external  supplier  of  services  resembling  an  independent  business  firm. 
It  further  assumes  that  it  is  feasible  to  segregate  general  public  services 
rendered  to  business  from  other  categories  of  public  outlays,  that  it  is  reason- 
able to  apportion  the  costs  of  such  services  according  to  a  firm's  value  added, 
and  that  a  tax  may  be  regarded  as  a  price  paid  for  public  services  chargeable 
to  the  business  owner  like  other  costs.  Through  this  latter  assumption,  the 
problem  of  ascertaining  the  incidence  of  the  tax  among  individuals  is  circum- 
vented. 

The  second  variant  of  the  benefit  doctrine--the  general  welfare  theory--is 
probably  attributable  to  DeViti  DeMarco.  In  brief,  this  doctrine  maintains 
that  most  public  expenditures  represent  an  inseparable  mixture  of  benefits 
to  producers  and  consumers.  However,  there  is  good  reason  to  believe  that  the 
benefits  may  be  allocated  among  individuals  and  apportioned  to  their  respective 
incomes.  Hence,  the  costs  of  such  services  should  be  recovered  by  a  propor- 
tional tax  on  individual  incomes.  Furthermore,  to  be  certain  that  no  income 
escapes  assessment,  both  direct  and  indirect  taxation  should  be  employed  (14). 

The  social  expediency  variant  deals  with  considerations  of  expediency  in  the 
application  of  the  tax.  Studenski  subdivides  this  variant  into  physical, 
political,  and  economical  expediency  (35).  The  physical  principle  emphasizes 
the  ease  with  which  the  tax  produces  revenue  and  its  administrative  convenience  . 
The  political  principle  supports  taxes  which  seem  least  unpopular,  such  as 
hidden  taxes.  The  economic  principle  is  concerned  with  neutrality  of  the  tax 
measure  in  the  sense  of  an  absence  of  disturbance  to  business  relationships 
or  the  distribution  of  income  and  wealth. 

Viewed  in  light  of  the  benefits-received  principle,  VAT,  more  than  any  other 
tax,  is  claimed  to  make  the  cost  of  Government  benefits  a  portion  of  the 
entire  decision  process  and  the  cost  of  consumption  and  production  (24) . 


CALCULATION  OF  THE  VALUE-ADDED  TAX 

Basically,  there  are  four  different  choices  for  the  actual  calculation  of  the 
tax.4  From  the  firm's  standpoint,  value  added  (V)  equals  total  output  (0) 
minus  total  input  (I)  of  purchased  raw  materials  and  services. 

V  =  0  -  I 

Obviously,  the  difference  between  output  and  input  is  payments  for  wages  and 
salaries  (W)  and  a  residual  return  (profits)  to  capital  and  management  (P). 

0  -  I  =  W  +  P  or 

V  =  0  -  I  =  W  +  P 

Therefore,  value  added  can  be  calculated  by  subtraction  (0  -  I)  or  by 
addition  (W  +  P).  The  tax  rate  (t)  on  value  added  (V)  can  then  be  applied 
in  the  following  ways: 

(1)  tV  =  t(W  +  P) 

(2)  tV  =  tW  +  tP 

(3)  tV  =  t(0  -  I) 

(4)  tV  =  tO  -  tl. 

Methods  (1)  and  (3)  are  termed  direct  or  accounts  methods  while  (2)  and  (4) 
are  known  as  indirect  or  invoice  methods  (table  1). 


Table  1  — Summary  of  methods  of  applying  a  value-added  tax 


Method 


Subtraction 


Direct  (accounts). 
Indirect  (invoice) 


t(W  +  P) 
tW  +  TP 


t(0  -  I) 
tO  -  tl 


The  addition  methods  consist  of  adding  the  payments  made  by  the  firm  to  the 
various  factors  of  production,  such  as  wages,  interest,  rent,  royalties,  and 
profits  (included  here  as  W  +  P).  For  all  practical  purposes,  there  is  no 
difference  between  direct  and  indirect  applications  of  the  additive  method. 


4  Actually,  since  the  tax  rate  can  be  levied  on  a  tax-exclusive  or  tax- 
inclusive  base,  there  are  eight  methods  of  calculation.  For  purposes  of 
simplicity,  the  tax-exclusive  base  is  used  here.  This  is  the  method  recom- 
mended for  use  by  the  EC,  although  France  still  uses  the  tax- inclusive  base. 
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The  distinction  between  direct  and  indirect  does,  however,  become  important 
for  the  subtraction  method.  Under  the  direct  (accounts)  subtraction  method, 
the  firm  deducts  its  outlays  on  intermediate  products  from  its  taxable  sales. 
The  indirect  (invoice)  subtraction  method  requires  the  firm  to  deduct  the 
value-added  tax  which  it  pays  on  its  purchases  from  the  VAT  due  on  its  sales. 

If  intermediate  purchases  (inputs)  are  defined  in  the  same  way  under  the 
addition  methods  as  under  the  direct  subtraction  method,  the  tax  base  is 
identical  (as  is  the  tax  liability)  as  long  as  the  same  tax  rate  applies  to 
all  intermediate  purchases  and  each  stage  of  production.  A  difference  would 
occur,  however,  if  under  the  latter  method,  certain  inputs  were  tax  exempt  and 
no  compensating  adjustments  were  made  in  the  addition  methods. 

The  indirect  (invoice)  subtraction  procedure  will  give  the  same  results  as  the 
other  three  methods  provided  that  (1)  tax  credits  are  allowed  on  products 
classified  as  intermediate  under  the  other  approaches,  (2)  all  inputs  are 
taxed,  and  (3)  the  tax  rate  is  the  same  for  all  inputs  and  stages  of  production. 

The  simplified  example  in  table  2  shows  that  as  long  as  the  same  rates  apply 
and  no  exemptions  are  allowed,  the  various  methods  all  yield  the  same  tax. 
However,  when  variable  rates  are  allowed  (table  3),  the  various  methods  yield 
different  results.  Exemptions  granted  for  some  products  create  further  problems 
since  intermediate  products  exempt  from  the  VAT  scheme  cannot  normally  be 
deducted  in  calculating  VAT  liability. 

Particularly  in  the  absence  of  uniform  rates,  the  indirect  subtraction  proce- 
dure appears  to  some  to  be  the  most  efficient  method  of  computing  the  value- 
added  tax  (36,  p.  17).  Clearly,  this  is  true  if  the  intention  is  to  ensure 
that  the  VAT  is  shifted  forward  to  the  consumer  as  is  the  case  in  the  Common 
Market. 

Table  2  --Comparison  of  a  value-added  tax  computed  by  addition, 
accounts,  and  invoice  methods,  at  constant  tax  rates 


Price 
excluding 
tax 

Tax 
rate 

:      Tax 

liabi 

lity 

Item 

[   Addition'. 

Accounts! 

Invoice 

Dollars 

Percent 

15 
15 

15 
15 

Dollars 
t(W  +  P) 

15 
15 

Dollars 
t(0  -  I) 

15 
15 

Dollars 
to  -  tl 

Inputs: 
Raw  materials. . 

100 

ion 

200 

100 
300 

15 

Enerqy 

15 

Value  added: 
Wages  and  profi 

Output 

ts 

30 

45 

Total  tax  liabili 

ty 

15 

Table  3  --Comparison  of  a  value-added  tax  computed  by  addition, 
accounts,  and  invoice  methods,  at  variable  tax  rates 


Item 


Tax  liability 


Addition*  Accounts"  Invoice 


Dollars   Dollars   Dollars 
Dollars   Percent   t(W  +  P)  t(0  -  I)   tO  -  tl 


Inputs: 
Raw  materials 
Energy 


Value  added: 
Wages  and  profits, 

Output , 

Total  tax  liability. 


100 
100 
200 


100 
300 


15 

51 


15 
15 


15 
_5 

20 


15 


15 


15 


45 

25 


*If  energy  inputs  were  exempt  from  VAT,  no  deduction  would  be  allowed  and  the 
tax  under  the  accounts  method  would  increase  to  $30  [. 15(300)- • 15(100) ] . 

This  method  also  allows  the  VAT  to  be  self-policing,  which  is  desirable  for 
many  countries  with  a  tradition  of  tax  evasion  but  not  especially  needed  for 
the  United  States.  In  addition,  if  a  given  productive  activity  such  as 
agriculture  is  to  be  favored  as  a  matter  of  public  policy,  the  indirect 
subtraction  approach  is  conceptually  inferior  to  the  other  methods  of 
calculation  (2_6,  p.  15). 

Many  of  the  arguments  in  favor  of  VAT  as  a  desirable  business  tax,  however, 
are  based  on  the  assumption  that  the  VAT  is  not  passed  forward  (38,  p.  9). 
It  should  be  further  noted  that  many  articles  which  are  critical  of  the  VAT 
in  general  (22^,  37,  46)  uncritically  assume  that  the  indirect  subtraction 
method  is  the  only  means  of  calculation — a  most  misleading  assumption. 
Information  needed  for  computing  VAT  by  either  the  addition  method  or  the 
direct  subtraction  method  is  largely  contained  in  present  income  tax  forms 
and  records. 

Most  of  the  early  proposals  for  value-added  taxation  in  the  United  States 
(primarily  those  advanced  for  use  by  States  as  business  taxes  but  also  those 
proposed  for  Federal  use)  seem  to  have  assumed  that  the  direct  (accounts) 
subtraction  method  would  be  used  for  tax  computation  (36^,  pp.  117-18). 

The  direct  subtraction  method  is  well  adapted  for  use  when  uniform  rates  are 
used,  but  it  becomes  complicated  if  differential  rates  are  allowed.   It  also 
appears  to  be  acceptable  when  the  intent  is  to  shift  the  burden  of  the  VAT  to 
the  consumer  in  the  form  of  higher  prices. 
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A  primary  desirable  trait  of  either  addition  procedure  is  that  they  identify 
the  components  of  value  added.  These  methods  make  explicit  what  is  being 
taxed—payments  to  the  factors  of  production  (wages  and  salaries,  rents, 
interest,  and  profits).  These  concepts  are  recognized  by  businessmen  and 
conform  to  conventional  accounting  practices. 

If  the  intent  is  to  minimize  the  consumption  tax  aspects  of  the  VAT  (the 
passing  forward  of  the  tax),  the  best  choice  appears  to  be  one  of  the  addition 
methods  of  computation.  One  drawback,  however,  may  be  that  a  VAT  computed  by 
addition  may  not  be  practical  for  revenue  collections  on  a  less  than  annual 
basis  for  all  firms.  Many  firms,  particularly  smaller  businesses,  calculate 
profits  only  at  the  end  of  the  year  although  larger  firms  make  this  calculation 
semiannually  and  even  quarterly. 

However,  if  the  indirect  additive  method  is  used  (tW  +  tP),  the  tax  might  be 
collected  monthly  on  wages  and  other  factor  payments  and  quarterly,  semiannually, 
or  annually  for  profits.  This  approach  would  provide  for  a  regular  flow  of 
revenues  but  still  allow  the  tax  to  be  identified  as  a  business  tax  rather  than 
a  consumption  or  sales  tax.  Assessment  on  this  basis  would  allow  the  VAT  to 
become  a  much  more  flexible  tax  than  the  European  version  (38,  p.  11). 

AGRICULTURE  UNDER  THE  VAT 

The  treatment  of  agriculture  under  existing  value-added  tax  systems  is  a  special 
case.  As  agriculture  in  most  of  the  countries  now  using  the  VAT  is  primarily 
made  up  of  small,  individually  owned  units  and  use  of  business  records  is 
limited,  farmers  are  generally  believed  to  be  penalized  when  required  to  be 
fully  included  under  the  VAT  (T_7,  p.  23). 5 

However,  total  exemption  from  the  VAT  scheme  could  also  penalize  farmers  be- 
cause of  the  break  in  the  "chain"  of  the  VAT  (table  4).  If  farmers  are  exempt 
from  paying  the  VAT,  they  cannot  claim  credit  for  taxes  paid  on  purchases.  How- 
ever, if  the  VAT  is  shifted  forward,  the  farmer  passes  on  to  the  next  purchaser 
the  tax  content  of  his  produce,  and  as  the  purchaser  cannot  claim  credit  for 
payment  of  this  tax,  cascade  (tax  on  a  tax)  is  introduced  (that  is,  the 
purchaser  is  liable  for  VAT  on  goods  the  value  of  which  already  include 
VAT).  Thus,  if  the  VAT  is  absorbed  and  farmers  are  totally  exempt,  the 
farmers  are  penalized.  If  the  VAT  is  passed  on,  it  introduces  a  cascade  (38, 
p.  42).  For  these  reasons,  then,  agriculture  should  be  included  in  the  VAT. 


5  The  same  argument  was  used  to  justify  special  tax  treatment  for  U.S. 
farmers  when  the  Federal  income  tax  was  imposed.   Developments  in  recent  years 
have  led  to  questions  of  the  necessity  for  continuing  these  special  rules.  Tait 
has  recognized,  as  have  many  U.S.  agricultural  economists,  that  requiring  the 
keeping  of  certain  accounts  for  tax  purposes  may  even  improve  farm  efficiency 
(38,  p.  43). 
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Table  4  — Comparison  of  exempt  and  nonexempt  firms  under 

a  value-added  tax 


Firm 


Cost   :  Cost 

of    :   of 

inputs  :  inputs 

excluding: including 

tax   :   tax 


Value 
added 


Net 

VAT 

paid 

to 

Government 


Total 
price 

charged 


Tax 
credit 


Price 

net  of 

VAT 


A  (exempt). 
B  (covered) 


100 


100 


110 

no 


100 
100 


Dollars 
0 


210 


10     220 
(20  -  10) 


20 


210 


200 


To  provide  special  consideration  for  agriculture,  the  Common  Market  has  recom- 
mended two  main  provisions—a  flat  rate  "global  credit  offset"  (rate  applied 
to  farmer's  output  to  estimate  VAT  content  of  his  raw  material  purchases)  and 
a  common  tax  rate  lower  than  the  standard  VAT  rate  (13.).  Under  these  provisions, 
the  farmer  does  not  have  to  keep  invoices  for  purchases  nor  is  he  involved  in 
any  tax  payment  to  the  Government  at  all.  Instead,  the  purchaser  of  farm  out- 
put (except  in  the  case  of  sales  for  direct  consumption)  is  liable  for  the 
farmer's  VAT  as  well  as  for  the  VAT  on  his  own  value  added. 

Thus,  two  stages  and  three  tax  rates  are  involved  in  the  calculation: 

A.  The  purchaser  of  farm  output  pays  the  combined  VAT  liability 
for  the  farmer-producer  and  for  himself. 

B.  The  rates  involved  are: 

1.  the  normal  VAT  rate  which  the  farmer  pays  when  he 
purchases  his  inputs  (such  as  feed,  seed,  and 
fertilizer) , 

2.  the  global  offset  credit6  which  theoretically  returns  to 
the  farmer  the  equivalent  of  the  tax  paid  by  him  on  his 
inputs,  and 

3.  the  special  reduced  VAT  rate  for  agricultural  output. 


6  See  discussion  of  global  credit  offset,  P-  '4. 
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A  simplified  example  will  illustrate  the  computations  involved: 

1.  Value  is  added  in  two  stages--by  the  farmer  and  by  the 
purchaser  from  the  farmer.  The  farmer  sells  his  output 
for  $3,000,  and  the  purchaser  sells  his  output  for  $4,000. 
The  normal  VAT  rate  is  20  percent,  and  the  reduced  rate 
for  agricultural  commodities  is  10  percent. 

2.  The  global  credit  offset  is  fixed  at  5  percent  of  the 
farmer's  gross  sales  ($3,000  x  .05  =  $150). 

3.  The  tax  liability  of  the  purchaser  of  farm  output  on  his 
transaction  with  the  farmer  is  calculated  by  applying  the 
reduced  rate  of  tax  on  agriculture. 

4.  The  purchaser  of  farm  output  then  calculates  his  own  value 
added  in  the  normal  manner.  Assume  that  he  further  processes 
the  output  and  sells  it  for  $4,000.  Against  his  VAT  liability, 
he  then  deducts  the  amount  of  tax  calculated  in  (2)  above  to 
get  his  final  tax  liability  ($4,000  x  .10  =  $400  -  $150 

[from  (2)]  =  $250). 

Note  that  no  records  have  been  required  of  the  farmer.  All  that  is  necessary 
to  be  known  is  the  price  at  which  the  farmer  sells  his  output.  His  value 
added,  inputs,  and  tax  content  of  these  inputs  are  all  included  in  this  price. 
The  farmer  makes  no  VAT  return  to  the  Government  and  pays  no  VAT.  The  purchaser 
of  farm  output  handles  the  reporting  to  the  Government. 

When  the  purchaser  buys  the  farmer's  output  ($3,000  in-  the  preceding  example), 
he  prepares  two  copies  of  a  "purchasing  document"  which  shows  price  excluding 
tax  ($3,000)  and  the  amount  of  tax  rebate  due  to  the  farmer  on  his  input  pur- 
chases (calculated  by  the  global  credit  offset  of  5  percent,  or  $150).  The 
farmer  gets  a  copy  of  the  document  and  countersigns  the  other  copy  which  is 
retained  by  the  purchaser  (1_3,  Art.  7:3(a)-(c)). 

The  purchaser  is  then  theoretically  liable,  immediately  upon  purchase,  for 
the  VAT  on  the  initial  stage  of  farm  production.  However,  this  sum  is  never 
actually  paid  but  rather  is  set  off  against  the  purchaser's  final  tax  liability 
on  his  own  sales.  These  computations  are  summarized  in  table  5. 

The  net  result  of  calculating  the  VAT  in  the  following  roundabout  manner  is  that 
Government  revenue  is,  in  theory,  the  same  as  it  would  have  been  had  VAT  been 
calculated  in  the  normal  EC  method  (indirect  subtraction),  with  the  farmer  fully 
covered  by  VAT  (provided,  of  course,  that  the  global  offset  precisely  reflects 
the  VAT  paid  by  the  farmer  on  his  inputs,  an  unlikely  event  in  practice).  The 
difference  is  that  the  above  method  spares  the  farmer  the  necessity  of  precise 
recordkeeping— a  goal  of  Common  Market  policy. 
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Table  5  --Value-added  tax  liability  of  a  purchaser  of  farm  output 


Tax  factor  :  Dollars 


Credit:  : 

Gl obal  offset :  1 50 

Tax  1  i  abi  1  i  ty  of  farmer :  1_50 

Total :  300 

Liability:  : 

Purchaser  of  farm  output  (from  his  own  purchase) :  150 

Purchaser  from  his  own  subsequent  sale :  400 

Total :  550 

Net  liability  of  purchaser :  250 


The  Global  Offset  Rate 

The  global  offset,  the  rate  applied  to  the  farmer's  output  to  estimate  the  VAT 
content  of  his  raw  material  purchases,  is  designed  to  spare  farmers  from  extra 
accounting  requirements.  Several  observations  of  this  approach  are  in  order. 
First  (and  most  obvious),  the  offset  cannot  be  correct  for  all  farmers,  as 
farmers  produce  different  products,  have  different  input  patterns,  pay  different 
prices  for  the  same  inputs,  and  vary  considerably  in  efficiency.  The  global  off- 
set method,  as  it  is  tied  to  the  sales  price,  provides  a  premium  or  subsidy  to 
the  most  efficient  producers. 

Secondly,  by  deliberately  setting  the  rate  of  offset  higher  than  the  average 
VAT  content  of  farm  inputs,  a  clear  subsidy  can  be  made  available  to  the  farming 
sector.  This  approach  might  be  used  to  encourage  production  of  specific,  crops 
by  prescribing  variable  rates  of  offset  or  to  subsidize  certain  classes  of 
farmers,  such  as  low- income  farmers. 

By  deliberately  setting  the  global  offset  rate  lower  than  the  average  VAT  content 
of  farm  input  purchases,  farmers  can  also  be  persuaded  to  opt  for  full  VAT  cov- 
erage. The  EC  Commission  provides  that  "ewery   farmer  is  to  be  free  to  opt  for 
the  application  of  the  normal  tax  on  value  added"  in  the  same  manner  as  nonfarm 
enterprises  (13). 

The  Common  Agricultural  Rate 

Apparently,  the  primary  justification  for  the  reduced  VAT  rate  for  agricultural 
output  in  the  EC  is  to  lessen  the  rate  of  tax  on  food  items  while  avoiding  the 
attendant  problems  inherent  in  totally  exempting  agriculture  from  VAT. 
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An  alternative  to  the  special  low  rate  for  agricultural  output  would  be  to 
apply  a  zero  rate  of  tax  to  farmers.  Under  this  procedure,  all  farmers  would 
be  fully  covered  under  VAT  and  would  be  required  to  keep  records  of  all  input 
purchases  including  a  VAT.  They  would  then  be  allowed  to  claim  a  refund  from 
the  Government  for  VAT  paid  on  input  against  their  zero  tax  liability  (38,  p.  51) 

Another  alternative,  which  would  exclude  farmers  from  VAT  while  minimizing  the 
penalties  inherent  in  exemption,  would  be  to  apply  the  zero  rate  of  tax  to 
agricultural  production  inputs.7  The  main  difficulty  with  this  approach  is 
that  few  agricultural  inputs  are  so  specialized  and  unique  to  farming  as  to  be 
used  only  in  agriculture.  "Even  something  so  apparently  specialized  as  a  milking 
machine  is  really  only  a  plumbing  job  involving  a  number  of  engineering  products 
which  could  quite  easily  be  used  for  something  different  (_38,  p.  51)." 

Other  Special  Provisions 

As  full  tax  harmonization  has  not  yet  been  reached  in  the  EC,  treatment  of 
farmers  varies  by  individual  country.  Most  members  require  that  VAT-covered 
farmers  report  less  frequently  than  other  taxpayers.  In  Denmark,  for  instance, 
farmers  included  in  the  VAT  system  pay  the  tax  every   6  months.  In  France, 
quarterly  payment  is  required,  but  the  farmer  may  base  his  quarterly  payment  on 
an  estimate  with  an  adjustment  at  the  end  of  the  year.  The  French  system  is 
similar  to  the  quarterly  payment  of  estimated  income  tax  liability  in  the 
United  States. 

Virtually  all  EC  members,  however,  use  some  variation  of  the  method  herein 
described  as  well  as  allow  the  farmer  the  option  to  come  under  the  standard  VAT 
system. 

INCIDENCE  AND  EFFECTS  OF  THE  VAT 

In  truth,  it  may  reasonably  be  argued  that  all  taxes,  however  imposed,  are 
ultimately  borne  by  individuals.  Once  this  is  accepted,  the  argument  over 
whether  the  VAT  is  fully  passed  forward  to  the  consumer  or  whether  it  rests  up- 
on individuals  as  owners  of  the  factors  of  production  becomes  moot.  The  choice 
between  collecting  the  tax  directly  from  individuals  in  the  form  of  a  direct 
tax  such  as  the  income  tax  or  indirectly  in  the  form  of  a  VAT  would  seem  then 
to  involve  only  questions  of  comparative  administrative  efficiency. 

Incidence  of  the  VAT 

For  the  most  part,  it  has  been  assumed  that  the  VAT  is  entirely  shifted  forward 
to  the  consumer  as  is  a  general  sales  tax.  Bronfenbrenner,  in  fact,  argued  that 
all  of  the  VAT  except  that  portion  borne  by  profits  is  shifted  {]_ ) . 


7  Brazil  chose  instead  to  exempt  farm  production  goods.   This  creates 
problems  for  the  manufacturers  of  these  goods  who  must  lose  their  tax  credits 
unless  special  provision  is  made  for  this  event  (17,  p.  24). 
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Actually,  under  the  VAT,  the  original  price  plus  full  amount  of  the  tax  equals 
the  new  price  only  if  costs  are  constant  for  all  firms.  It  is  rather  easily 
demonstrated,  diagramatically,  that  with  constant  costs  the  tax  may  be  fully 
shifted  regardless  of  the  elasticity  of  demand.  Where  costs  are  not  constant, 
the  tax  may  still  be  fully  shifted,  but  supply  and  demand  elasticities  affect 
the  reduction  of  output,  and  therefore  the  change  in  price  is  less  than  the 
full  amount  of  the  tax. 

Actually,  the  presumption  of  forward  shifting  is  primarily  due  to  the  EC  ver- 
sion of  the  value-added  tax  and  the  announced  intention  of  the  EC  that  the  VAT 
be  passed  on  to  consumers.  Although  a  consumption  VAT  is  a  tax  on  final  consumer 
expenditure  in  the  domestic  economy,  the  tax  doesn't  have  to  be  passed  on  to 
domestic  consumers  (1_9,  p.  28).  The  tax  may  be  borne  by  profits,  wages,  salaries, 
and  other  factor  payments.  If  this  approach  is  taken,  the  real  incidence  of  a 
VAT  is  upon  incomes  of  various  kinds.  Ultimately,  the  pattern  of  forward 
shifting  depends,  to  a  considerable  extent,  upon  the  announced  intent  of  the 
Government  and  the  methods  of  calculation. 

Many,  however,  believe  that  the  VAT  should  be  fully  shifted.  If  the  VAT  is 
viewed  (as  by  Lindholm)  as  a  procedure  for  including  the  cost  of  maintaining 
Government  in  the  total  cost  of  producing  the  gross  national  product,  the  VAT 
may  be  accurately  termed  a  production  tax.  "If  VAT  were  the  exclusive  source 
of  government  revenue  and  if  it  were  applied  at  a  single  rate  against  a  yery 
broad  base,  it  would  simply  make  the  full  cost  of  government  an  identifiable 
and  explicitly  stated  cost  of  producing  a  nation's  goods  and  services  (22, 
p.  218)." 

Another  view,  and  perhaps  a  more  pragmatic  one,  is  that  given  the  need  for 
substantial  added  Federal  revenues,  the  means  (tax)  chosen  will  largely  be  a 
difference  in  name  only  for  the  vast  majority  of  taxpayers  (22^,  p.  165). 

Modern  thought  in  public  finance  suggests  that  discussions  of  the  incidence  of 
any  tax  cannot  logically  be  examined  in  isolation.  Either  one  should  consider 
the  incidence  of  a  tax  resulting  from  the  substitution  for  another  tax  of  equal 
yield  or  the  incidence  of  both  the  tax  and  the  public  expenditure  it  finances. 
Musgrave  terms  the  former  approach  "differential  incidence"  and  the  latter 
"balanced-budget  incidence"  (28,  pp.  212-14). 8 

Oakland  investigated  the  differential  incidence  effects  of  substituting  a  VAT 
for  a  corporate  income  tax.  Using  the  framework  of  a  competitive  full  employ- 
ment economy,  the  study  showed  that  a  VAT  produced  a  greater  degree  of  income 
inequality  than  did  the  corporate  income  tax  (31_,  p.  288).  This  result  must  be 
expected  within  the  framework  studied  since  a  tax  on  profits  is  replaced  by  one 
which  bears  more  or  less  equally  on  wages  and  profits. 


°   However,  a  recent  National  Journal  article  points  out  that  at  present  there 
is  no  basis  for  a  differential  incidence  study — the  Nixon  Administration  asked 
that  a  VAT  be  studied  only  as  a  replacement  for  that  portion  of  local  school 
financing  now  provided  by  residential  property  taxes.   No  mention  was  made  of 
relieving  property  taxes  on  business — farm  or  nonfarm  (29,  p.  215). 
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A  difficulty  in  comparing  the  incidence  of  a  VAT  with  that  of  a  corporate  in- 
come tax,  however,  is  compounded  by  the  fact  that  there  is  considerable  dispute 
over  the  incidence  of  the  corporate  income  tax.  Studies  of  corporate  income 
tax  incidence  have  reported  findings  ranging  from  zero  shifting  (totally  borne 
by  profits)  to  more  than  100-percent  shifting  (more  than  completely  borne  by 
consumers). 

Another  substitution  which  has  been  proposed  is  the  VAT  for  social  security  and 
other  payroll  taxes.  In  this  case,  where  a  tax  (VAT)  bearing  more  or  less 
equally  on  all  factors  of  production  replaces  one  taxing  wages  and  salaries 
alone,  a  decrease  in  the  degree  of  income  inequality  would  be  expected.9 

In  comparison  with  the  property  tax,  the  situation  is  even  less  clear.  There 
is  general  agreement,  although  by  no  means  unanimous,  that  taxes  on  land  with- 
out buildings  or  improvements  (such  as  farmland)  are  not  shifted  but  capitalized 
into  lower  land  values  (30,  pp.  34-35). 

In  theory,  property  taxes  on  improvements  to  land  and  on  tangible  personal 
property  used  in  business,  however,  can  be  expected  to  be  shifted  forward  to 
consumers  although  it  is  recognized  that  backward  shifting  may  occur  in  some 
instances.  For  example,  a  significant  portion  of  taxes  on  buildings  in  cities 
may  be  shifted  backward  to  landowners  where  the  land  is  in  competition  with 
alternative  sites  or  alternatives  uses  (30,  pp.  36-39). 

Owner  occupants  Of  housing,  however,  have  no  available  mechanism  to  enable 
them  to  shift  taxes.  This  fact  and  the  trend  toward  increased  assessments  as 
State  and  local  revenue  needs  mount  are  major  reasons  for  proposing  some  relief 
in  this  area. 

Price  Effects  and  the  Regressivity  Issue 

Much  opposition  to  a  value-added  tax  in  the  United  States  centers  around  the 
expectation  that  imposition  of  a  VAT  would  be  immediately  followed  by  a  general 
price  increase  of  at  least  the  amount  of  the  VAT  (21_,  46).  This  belief  was 
expressed  by  a  statement  at  the  U.S.  Joint  Economic  Committee  hearings  as 
follows:  "A  consumption  VAT  uniform  over  all  goods  and  services  is  exactly 
equivalent  to  a  retail  sales  tax  uniform  over  all  goods  and  services"  (22, 
p.  59).  This  statement,  however,  is  apparently  due  to  the  unquestioned  assump- 
tion that  the  consumption  VAT  is  the  only  type  under  consideration  in  the  U.S. 
and  that  the  goals  of  the  U.S.  Government  coincide  with  those  of  the  EC  Govern- 
ments. 

As  this  report  has  attempted  to  point  out,  the  method  of  administering  the  tax 
determines  to  a  considerable  degree  whether  or  not  the  tax  is  appropriately 
viewed  as  a  sales  tax.  Therefore,  it  may  be  of  interest  to  examine  the  effect 
of  the  tax  on  consumer  prices  in  some  of  the  European  countries  employing  a  VAT 
(table  6).   In  viewing  these  data,  two  factors  should  be  borne  in  mind.  First, 


See  (6)  for  a  discussion  of  the  incidence  of  payroll  taxes. 
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to  a  considerable  degree,  replaced  turnover  taxes 
consumers.10  Therefore,  price  increases  in  the 
not  to  be  expected.  (Yet,  adoption  of  the  VAT  in 
t  use  the  turnover  tax,  would  be  expected  to  in- 
2  percent  (29).)  Second,  not  all  price  changes 
f  the  VAT  are  attributable  to  the  tax.  For  instance, 
ning  in  the  pace  of  inflation  was  expected  in  any 
less  than  half  the  price  increase  could  be  attributed 
other  hand,  in  Norway  and  Luxembourg,  price  freezes 
of  VAT  on  prices.  In  Germany  the  rise,  though  small, 
ry   period  (1_9,  38).) 


Table  6  --Value-added  tax  rates  and  consumer  prices  before  and  after 

introduction  of  VAT 


Second 

6 

Percent 

Country 

VAT 
rates1 

:      (i) 

quarter 

before 

VAT 

(2) 

Quarter 
before 
:   VAT 
(3) 

Month   : 
before 
:   VAT 
(4) 

months 
after 

VAT 

(5) 

change 
between 
(4)  and  (5) 

(6) 

Percent 
:     6-25 

1963= 

129.8 

:i  nn 

Percent 
2.8 

Belgium 

129.2 

130.1 

133.7 

Denmark 

12.5 

121.0 

123.0 

124.0 

133.0 

7.3 

France 

7.5-33.33 

111.0 

113.5 

113.8 

116.2 

2.1 

Germany 

5.5-11 

111.2 

110.8 

110.9 

112.9 

1.8 

Luxembourg 

4-8 

118.2 

119.1 

120.0 

123.7 

3.1 

Netherlands 

:     4-12 

126.2 

127.7 

128.1 

135.6 

5.9 

Norway 

:       20 

127.0 

128.0 

129.0 

139.0 

7.8 

Sweden 

3.53-17.65 

123.1 

123.4 

123.7 

125.6 

1.5 

1  Tax  rates  shown  are  original  rates  when  VAT  was  introduced 
have  increased  rates  since  introduction  of  VAT. 


Some  countries 


Source:   OECD  materials  and  (19) 


10  Turnover  taxes  are  a  form  of  broad-based  sales  tax,  with  multiple-stage 
levies  applied  to  each  exchange  of  goods  from  raw  materials  to  the  consumer. 
As  the  tax  merges  into  price,  the  turnover  tax  cascades  (tax  is  imposed  on  tax) 
There  is  also  a  definite  incentive  for  vertical  integration  to  reduce  the 
number  of  turnovers. 
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Many  have  uncritically  pointed  to  the  countries  where  the  largest  price  increases 
occurred  as  solid  evidence  of  the  inflationary  nature  of  a  VAT.  For  example, 
"European  countries  experienced  significant  inflationary  pressures  following 
adoption  of  value-added  taxes—with  prices  frequently  rising  by  more  than  the 
amount  of  the  tax,  as  some  businesses  used  the  tax  as  a  device  or  excuse  for 
passing  on  general  price  increases"  (22,  p.  14).  On  the  other  hand,  Ture 
takes  the  view  that  given  the  accompanying  increase  in  money  supply,  it  is 
surprising  that  prices  did  not  increase  more  in  the  European  countries.  He 
credits  VAT  as  probably  contributing  to  holding  down  the  price  rise  (4£,  p.  27). 

Some  of  the  VAT's  effect  in  unduly  raising  various  price  indices  is  due  to  the 
fact  that  in  many  countries  (such  as  Belgium)  goods  included  in  the  indices 
have  historically  been  given  preferred  tax  treatment  to  artificially  hold  down 
increases  in  the  particular  index  because  wage  contracts  may  be  tied  to  a 
particular  price  index  or  like  reasons.  The  more  neutral  VAT  does  not  adapt 
as  easily  to  giving  special  status  to  individual  goods,  and  therefore,  a  mis- 
leading sharp  increase  in  the  price  index  may  occur  (J_8,  p.  99). 

Even  though  there  is  argument  over  the  degree,  few  doubt  that  adoption  of  a 
VAT  would  mean  price  changes,  both  in  the  absolute  and  relative  sense.  To 
the  extent  price  increases  may  occur,  the  charge  that  VAT  is  a  regressive 
tax  arises.  This  charge,  however,  reveals  the  common  error  of  considering  a 
tax  only  in  terms  of  its  differential  incidence.  From  this  standpoint,  VAT 
is  indeed  regressive,  and  moreover,  any  attempts  at  reducing  regressivity 
through  exemptions,  deductions,  or  special  treatment  for  selected  commodities 
are  said  to  create  complexities  which  defeat  the  primary  advantages  of  sim- 
plicity claimed  for  the  VAT. 

Viewed  from  the  standpoint  of  "balanced-budget"  incidence,  however,  the  VAT  is 
regressive  only  if  the  public  expenditure  it  finances  benefits  higher  income 
groups  more  than  it  benefits  low-income  groups.  Therefore,  the  decision  as  to 
whether  or  not  VAT  is  regressive  rests  upon  the  Government,  in  the  choice  of 
how  it  is  to  be  imposed1*  and  what  use  is  to  be  made  of  the  revenues  it  produces. 
Only  after  the  tax  has  been  imposed  and  a  greater  reduction  in  the  real  income 
of  the  "poor"  than  that  of  the  rich  is  determined  can  the  VAT  be  properly 
characterized  as  regressive  (40,  p.  16). 

Devices  are  available  to  reduce  this  assumed  regressivity,  particularly  for  the 
lower  end  of  the  income  distribution.  To  some  extent,  this  might  be  accomplished 
by  taxing  at  a  lower  rate,  or  excluding  from  tax  certain  items  (such  as  food, 
clothing, and  housing)  believed  to  weigh  heavily  on  low-income  budgets.  Probably 
a  more  effective  means  (particularly  in  recognition  of  the  attendant  problems 
of  exemptions  or  exclusions  from  VAT)  would  be  to  use  a  broad-based  tax  which 
permits  an  initial  amount  of  tax-free  consumption  expenditure.  Under  this 
system,  VAT  would  be  refunded  on  some  given  level  of  consumption.  A  vanishing 
feature  could  be  built  in  with  a  decreasing  credit  which  would  disappear  for 
incomes  above  some  desired  level,  such  as  $10,000.  This  latter  method  has  been 
recommended  by  Musgrave  (27,  p.  426)  and  others. 


1   Whether  passed  forward  to  consumers  or  backward  onto  factor  payments,  real 
incomes  will  be  affected. 
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The  credit  would  be  relatively  simple  to  claim  against  taxable  income  for  those 
persons  filing  income  tax  returns,  but  concern  has  been  expressed  that  extremely 
low-income  persons  who  do  not  file  tax  returns  might  not  be  able  to  claim  their 
credit.  It  may  be  argued,  however,  that  with  proper  incentive  such  as  the 
prospect  of  a  cash  refund,  the  majority  of  the  poor  would  readily  file  a  return, 
particularly  if  a  simplified  form  was  provided  and  the  attendant  benefits  were 
publicized. 

Administrative  Simplicity 

One  of  the  primary  characteristics  of  a  value-added  tax,  according  to  its 
proponents,  is  its  simplicity.  However,  opponents  of  the  tax  claim  it  would 
be  an  administrative  nightmare. 

In  principle,  most  analysts  agree  that  a  VAT  should  be  universal,  extending 
to  the  retail  stage  and  to  virtually  all  sectors  of  the  economy,  with  as  few 
exemptions  as  possible.  Only  with  comprehensive  and  uniform  coverage  is  it 
possible  to  obtain  the  full  benefit  of  a  truly  neutral  tax  and  to  minimize 
administrative  complexity  (17,  p.  14).  According  to  Tait,  "It  pays  to  extend 
the  tax,  as  far  as  is  reasonable,  to  every   taxable  person.  If  the  business 
is  small,  the  tax  should  be  arranged  so  that  a  penalty  is  involved  if  the 
person  is  unable,  or  unwilling,  to  keep  adequate  records  to  allow  assessment 
under  the  VAT.  Where  assessment  is  impossible  on  a  monthly  basis,  an  annual 
assessment. . .could  be  allowed  (38,  p.  39)."  Moreover,  applied  without 
exemption,  VAT  minimizes  distortions  in  the  allocation  of  resources  (40,  p.  6). 

Pressure  for  preferred  treatment  for  "meritorious  causes  and  worthy  taxpayers" 
(22,  p.  62)  is  strong  in  the  U.S.  legislative  process,  but  it  does  not  appear 
to  be  politically  naive  to  presume  that  such  pressures  could  be  resisted  if 
simplicity  was  deemed  to  be  an  overriding  consideration. 

In  practice,  however,  it  is  recognized  that  some  exemptions  will  occur.  House- 
holds may  be  exempt  on  the  grounds  that  total  value  added  in  the  household 
sector  and  the  VAT  liabilities  on  it  are  so  small  as  to  fall  short  of  the 
administration  costs  for  this  sector.  Also,  it  is  highly  unlikely  that  the 
Government  sector  would  impose  a  tax  on  itself. 

Several  of  the  Common  Market  countries  have  used  multiple  rates.  For  example, 
France  has  four  rates  ranging  from  7.5  percent  on  foodstuffs  to  33.3  percent 
on  luxuries.  This  can  be  viewed  as  aimed  at  circumventing  regressivity 
(remember  the  EC  tax  is  intended  to  be  passed  on  to  the  consumer)  and  at 
building  progressivity  into  the  VAT.  It  is  extremely  awkward  to  construct  an 
acceptable  rate  differentiation  to  do  either.  This  also  greatly  increases  the 
administrative  complexity  of  the  tax,  as  is  demonstrated  by  the  French  VAT 
return  which  runs  several  complicated  pages.  In  contrast,  by  using  a  single 
VAT  rate,  Denmark  is  able  to  print  its  value-added  tax  return  on  the  back  of 
a  postcard. 
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Neutrality 

Perhaps  the  primary  argument  in  favor  of  the  value-added  tax,  compared  with 
other  forms  of  taxation,  is  its  neutrality.  VAT  does  not  distort  economic 
decisions  among  products,  methods  of  production,  or  means  of  business  organi- 
zation. In  contrast,  the  corporate  income  tax  is  distinctly  nonneutral .  It 
discriminates  against  products  of  the  corporate  sector,  against  use  of  the 
corporate  form  of  business  organization,  against  equity  financing  (as  opposed 
to  debt  financing  or  borrowing),  and  against  use  of  capital-intensive  (as 
opposed  to  labor-intensive)  means  of  production  in  the  corporate  sector. 

Turnover  taxes  are  also  decidedly  nonneutral  as  is  the  property  tax.  Turnover 
taxes  provide  a  definite  incentive  for  vertical  integration  (so  as  to  limit  the 
number  of  turnovers  and  therefore  the  number  of  times  the  tax  is  levied),  while 
the  property  tax  may  be  said  to  distort  choices  of  industrial  and  other  location 
and  is  credited  with  retarding  renewal  of  decaying  central  cities. 

Only  a  truly  general  VAT  is  completely  neutral.  The  inclusion  of  exemptions  or 
differential  rates  destroys  the  inherent  neutrality  in  the  VAT  (2J5,  p.  3). 
This  provides  another  argument  in  favor  of  correcting  for  any  regressivity  of 
a  VAT  through  credits  rather  than  exemption  of  necessities,  however  defined. 

Then  too,  complete  neutrality  of  a  tax  may  not  always  be  totally  desirable. 
There  is  a  VAT  tax  liability  incurred  regardless  of  whether  a  firm  operates 
at  a  profit  or  a  loss.   (In  this  regard,  some  have  argued  that  a  corporate 
income  tax  discriminates  against  efficiency.)  Since  new  enterprises  are  less 
apt  to  have  large  profits,  the  VAT,  it  may  be  argued,  discriminates  against 
new  and  in  favor  of  older  established  enterprises. 

Fiscal  Policy 

The  effectiveness  of  various  taxes  as  tolls  of  fiscal  policy  depends  upon  how 
tax  revenues  respond  to  cyclical  variations  in  GNP  (built-in  or  automatic 
stabilization)  and  the  ease  with  which  rates  can  be  varied  in  response  to 
changes  in  economic  conditions  (discretionary  stabilization). 

Generally,  because  consumption  fluctuates  less  than  GNP  (and  less  than  profits), 
tax  collections  fluctuate  less  under  a  VAT  than  under  a  profits  tax,  such  as 
the  corporate  income  tax.  VAT  would  then  appear  to  be  less  effective  as  an 
automatic  stabilizer. 

On  the  other  hand,  VAT  may  afford  a  better  tool  or  discretionary  fiscal  policy. 
Though  in  theory,  the  rates  of  most  Federal  taxes  can  be  changed  quickly,  the 
U.S.  political  system  suggests  that  rates  of  present  taxes  are  neither  quickly 
nor  easily  changed.  Too,  the  empirical  evidence  from  the  1968  income  tax 
surcharge  suggests  that  temporary  rate  changes  may  not  accomplish  the  desired 
effects  in  stabilization  (15). 

It  may  be  easier,  from  the  political  standpoint,  to  build  in  legislative 
authority  to  change  tax  rates  (for  countercyclical  reasons  within  predetermined 
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limits)  into  a  new  tax  such  as  a  VAT.12  To  the  extent  the  VAT  is  shifted 
forward,  consumption  may  be  strongly  affected  by  changes  in  the  VAT  rate. 

A  similar  important  policy  consideration  is  the  revenue  raising  potential  of 
the  VAT.  As  a  broad-based  general  tax,  VAT  can  be  used  to  raise  relatively 
large  sums  of  revenue  at  relatively  low  rates  of  tax. 

With  exemptions  limited  to  value  added  to  the  Government,  household,  and 
institution  sectors,  the  VAT  base  in  the  U.S.  in  1971  would  have  been  about 
$757  billion.  Thus,  each  1-percent  VAT  levy  on  this  base  would  produce  about 
$7.6  billion  in  revenue.  Additional  exemptions  would,  of  course,  further 
reduce  the  potential  yield  of  the  VAT. 

With  the  large  base,  however,  the  Government  would  have  substantially  greater 
freedom  of  action  than  it  has  in  relying  on  narrower  based  taxes,  or  on  income 
taxes  already  levied  at  relatively  high  marginal  rates.  Too,  timing  the 
adoption  of  a  VAT  to  coincide  with  general  tax  reform  could  give  the  United 
States  the  opportunity  to  undertake  needed  reforms  of  the  individual  and 
corporate  income  tax  structures  without  either  unduly  increasing  the  impact 
of  these  taxes  upon  taxpayers  or  reducing  the  total  tax  yield  to  the  Federal 
Government. 

Foreign  Trade 

One  of  the  most  widely  discussed  advantages  of  the  value-added  tax  is  its 
alleged  favorable  effect  on  international  trade.  Under  the  General  Agreement 
on  Tariffs  and  Trade  (GATT),  indirect  taxes  such  as  the  VAT  are  the  only 
taxes  recognized  as  deductible  or  rebatable  on  exports.  Rebate  of  direct 
taxes  such  as  the  corporate  income  tax,  which  may  be  incorporated  into  the 
value  of  exports  along  with  any  other  form  of  export  subsidization,  is 
expressly  forbidden. 

If  the  VAT  is  intended  to  be  a  tax  on  domestic  consumption,  then  the  tax  must 
be  imposed  on  all  imports  at  their  point  of  entry  and  be  rebatable  on  exports 
at  the  point  of  export.  Therefore,  other  things  being  equal  (such  as  costs  of 
production),  the  country  with  the  greater  reliance  upon  the  VAT  system  is  at 
an  advantage  in  international  trade. 

The  frequent  argument  that,  for  a  better  trade  advantage,  a  VAT  should  replace 
all  or  part  of  our  corporate  income  tax  is  applicable  only  if  VAT,  which  can 
be  rebated  on  exports,  replaces  an  existing  tax  which  cannot  be  rebated.  How- 
ever, if  VAT  is  added  (as  has  been  suggested)  as  a  new  source  of  revenue,  then 
the  argument  that  the  Nation's  balance  of  payments  position  would  be  improved 
would  be  fallacious.  However,  in  all  fairness,  a  country  would  not  be  any 
worse  off  in  terms  of  international  competition,  as  its  relative  competitive 
position  would  remain  unchanged;  for  VAT  would  be  rebated  on  exports  and  imposed 
on  imports. 


12  McClure,  in  fact,  views  this  authority  as  essential  for  a  VAT  lest 
anticipatory  buying,  etc.,  during  Congressional  debate  over  rate  changes 
perversely  affect  stabilization  efforts  (26,  p.  47). 
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VAT'S  IMPACT  ON  AGRICULTURE 

Among  the  various  sectors  of  the  economy,  agriculture  is  unique  in  that  the 
typical  U.S.  production  unit  (the  family  farm)  includes  both  production  and 
consumption.  Any  statement  of  the  impact  of  a  value-added  tax  on  the  agricul- 
tural sector  must,  therefore,  consider  the  farmer  as  both  producer  and  consumer. 

As  a  first  approximation,  assume  that  VAT  is  fully  shifted  to  consumers.  Under 
this  assumption,  farmers  would  pay  the  VAT  only  in  their  role  as  consumers. 
If  we  assume  that  the  U.S.  farm  population  spends  about  the  same  proportion  of 
total  income  as  does  the  total  population,13  then  the  farm  population  presently 
accounts  for  about  3.5  percent  of  total  consumption  (1970  census)  and  would 
pay  that  percentage  of  a  comprehensive  consumption  VAT.11+ 

Still  assuming  that  the  VAT  is  fully  shifted  to  consumers,  prices  would  probably 
initially  rise  by  the  full  amount  of  the  tax.  The  initial  general  price  rise 
would,  however,  soon  give  way  to  adjustments  in  relative  prices  and  output  due  to 
variations  in  supply  and  demand  elasticities  between  goods. 

Even  if  the  U.S.  Government  instituted  a  consumption  VAT  in  the  same  manner 
and  with  the  same  intent  as  Common  Market  countries  (invoice  or  tax  credit 
method  of  computation  and  meant  to  be  fully  passed  on  to  consumers),  prices 
of  consumer  goods  and  services,  after  initial  adjustments,  probably  would  not 
increase  by  the  amount  of  the  VAT.  If  a  consumption  VAT  were  computed  by  any 
other  method,  the  prices  would  be  even  less  likely  to  rise.  Relative  price 
changes  would  occur,  in  all  likelihood,  but  due  to  varying  supply  and  demand 
elasticities,  there  is  no  basis  for  estimating  a  general  price  increase  in 
the  amount  of  the  VAT  even  though  the  tax  is  meant  to  be  fully  shifted  to 
consumers. 

Substitution  of  VAT  for  Corporate  Income  Tax 

Under  the  assumption  of  partial  or  complete  replacement  of  the  corporate  income 
tax  with  a  VAT,  those  economic  sectors  making  the  least  use  of  the  corporate 
form  of  organization  would  be  the  most  affected.  Should  a  VAT  be  imposed  in 
this  manner,  sole  proprietorship  and  partnership  farms  as  well  as  all  other 
forms  of  unincorporated  businesses  would  be  subject  to  a  new  business  tax  with- 
out any  relief  from  an  existing  tax.  Reduction  of  the  corporate  income  tax 
would  afford  relief  only  for  those  businesses  that  were  already  incorporated. 

Aaron  (]_)  has  shown  that  if  VAT  is  substituted  for  the  corporate  income  tax, 
the  tax  burden  would  increase  more  for  agriculture  than  for  any  other  sector: 
"Agriculture,  in  particular,  would  be  penalized  by  the  switch  under  most 
shifting  assumptions  unless  the  value  added  in  agriculture  were  effectively 


13  Probably  acceptable  only  as  a  first  approximation. 

11+  For  reasons  previously  discussed,  if  the  United  States  adopts  a  VAT, 
it  will  in  all  likelihood  be  the  consumption  VAT. 
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excluded  from  the  tax  base  (1_,  p.  172). "15  Due  to  Aaron's  reliance  upon  the 
gross  product  VAT,  the  penalty  to  agriculture  would  be  somewhat  less  than  his 
results  indicate  under  the  consumption  VAT,  which  is  the  form  most  likely  to 
be  considered  for  adoption. 

A  USDA  study  (9j  in  the  late  1 960' s  revealed  that  farming  corporations  accounted 
for  about  1  percent  of  all  commercial  farms  and  about  8  percent  of  total  farm 
sales  in  1967.  The  agriculture,  forestry,  and  fisheries  sector  accounted  for 
only  0.3  percent  of  corporate  income  tax  collections  in  1967  (43) . 

It  has  already  been  noted  that,  as  a  very  rough  approximation,  farmers  would 
bear  about  3.5  percent  of  a  VAT  if  the  tax  were  fully  shifted  forward.  If  the 
VAT  were  not  shifted,  farmers  would  pay  a  slightly  higher  percentage.  Agricul- 
ture's share  of  the  base  for  a  consumption  VAT  is  estimated  at  3.90  percent 
for  1963  (table  7),  and  the  percentage  has  probably  changed  little.16  The  more 
likely  case  is  that  a  VAT  would  be  partially  shifted  and  partially  borne  by 
farmers,  and  for  this  event,  no  estimates  are  available. 

VAT  and  the  Property  Tax 

Recent  proposals  involving  U.S.  adoption  of  a  value-added  tax  have  centered 
around  using  VAT  revenues  to  finance  public  education,  substituting  it  for  all 
or  part  of  the  property  tax.  A  proposal  recently  studied  by  the  Advisory 
Committee  on  Intergovernmental  Relations  would  have  substituted  a  Federal  VAT 
for  State  and  local  residential  property  taxes  for  school  support  (4).  VAT 
funds  would  have  been  distributed  to  the  States  under  a  revenue-sharing  program 
to  supplement  school  expenditures.  States  would  have  still  been  permitted  to 
levy  a  property  tax  on  nonresidential  property.  This  proposal  was  not  recom- 
mended because  the  committee  felt  it  should  not  enter  into  State  and  local 
property  tax  relief.  However,  since  similar  tax  proposals  may  arise  in  the 
future,  it  is  relevant  to  look  at  such  a  suggestion. 

It  would  be  difficult  to  assess  the  impact  such  a  proposal  would  have  on  the 
agricultural  sector.  Farmers  would  receive  relief  from  property  taxes  in  the 
same  manner  as  any  other  owner  of  residential  property.  On  the  other  handy 
nonresidential  property  taxation  would  still  be  permitted  at  the  State  level. 
There  is  a  strong  likelihood  that  this  would  be  accompanied  by  strong  central- 
ized assessment,  and  farmland  is  generally  underassessed  in  comparison  with 
most  other  types  of  property  (34,  p.  7). 


1 5  In  his  comparison,  Aaron  makes  several  assumptions  regarding  shifting  of 
the  two  taxes  (zero  shifting  of  the  corporate  tax  versus  complete  shifting  of 
VAT,  50-percent  shifting  of  each,  and  IOC-percent  shifting  of  each).   Two 
primary  considerations  detract  from  Aaron's  results.   First,  in  the  case  of 
agriculture,  it  is  generally  known  that  agriculture  has  a  lower  percentage  of 
incorporated  businesses  (farms)  than  any  other  industrial  sector.   That  agri- 
culture suffers  the  greatest  increase  in  tax  burden  from  substitution  of  a  tax 
on  all  business  forms  for  one  on  corporations  obviously  follows.   Secondly, 
Aaron's  analysis  is  based  on  the  gross  product  VAT,  a  primarily  theoretical 
form  (see  pp.  8-9)  which  has  not  been  considered  for  adoption  in  this  country. 

16  The  year  1963  was  the  most  recent  year  for  which  comprehensive  input-out- 
put data  were  available  for  use  in  making  sector  comparisons. 
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In  1966,  farm  real  estate  was  assessed  at  18.8  percent  of  market  value,  compared 
with  an  average  for  all  types  of  property  of  30.8  percent  (34,  p.  7).  There- 
fore, there  is  a  strong  possibility  that,  overall,  farmers'  property  taxes 
would  increase  in  spite  of  the  residential  property  tax  relief.  In  addition, 
a  VAT  would  impose  its  burden  on  farmers,  the  degree  depending  upon  the 
specific  treatment  of  agriculture. 

If,  however,  VAT  were  substituted  for  all  of  the  property  tax,  farmers  would 
probably  benefit  through  lower  tax  bills.  In  1970,  total  property  tax  pay- 
ments were  over  $34,054  million  (4_3) .  Taxes  on  farm  property  in  1970  amounted 
to  $2,994  million  or  8.79  percent  of  total  collections  (4J_,  p.  57).  Assuming 
a  comprehensive  VAT  base  of  about  $600  billion,  a  VAT  rate  of  5-3/4  percent 
would  generate  equal  revenue.  Under  a  generally  unfavorable  assumption  for 
farmers  (that  VAT  cannot  be  shifted)  and  the  percentage  base  calculated  for 
1963  (table  7),  the  VAT  burden  for  the  agricultural  sector  would  amount  to 
about  $1,345  million,  or  slightly  less  than  half  of  the  property  tax  burden. 
That  is,  agriculture  would  bear  only  3.90  percent  of  a  consumption  VAT, 
compared  with  a  8.79-percent  share  of  the  property  tax  collections. 

Under  assumptions  permitting  shifting  for  sectors  selling  to  farmers  and  non- 
shifting  for  farm  products  (the  worst  possible  effect),  it  seems  unlikely 
that  the  VAT  burden  on  farmers  would  exceed  the  total  burden  now  imposed  on 
farmers  by  the  property  tax. 

To  the  extent  that  the  VAT  could  be  shifted,  the  impact  on  farmers  would 
probably  be  substantially  less  than  the  percentage  burden  imposed  by  property 
taxes,  which  are  generally  viewed  as  nonshifted  and  capitalized  into  lower 
land  values. 

Capital  Intensity  and  Economic  Efficiency 

It  has  previously  been  noted  that  a  VAT  encourages  economic  efficiency  to  the 
point  of  discriminating  against  inefficient  firms,  since  VAT  liability  is 
based  on  production  rather  than  income.  U.S.  agriculture  still  has  many 
small  farming  units  which  pay  little  or  no  income  tax,  make  little  contribution 
to  total  agricultural  output,  and  are  generally  believed  to  be  inefficient. 
In  1970,  of  approximately  3  million  farming  units,  some  1.5  million  had  sales 
of  less  than  $5,000  of  farm  products,  or  about  4.7  percent  of  all  cash  receipts 
from  farming  (41,  pp.  70-1). 

The  potential  impact  of  a  VAT  on  this  group  would  be  great  both  in  terms  of 
exit  from  the  farming  sector  and  employment  in  other  sectors.  Substitution  of 
a  VAT  for  the  property  tax  would  also  tend  to  create  a  related  problem.  Partic- 
ularly for  those  States  which  levy  a  personal  property  tax  on  farm  machinery, 
a  VAT  would  reduce  the  price  of  machinery  relative  to  that  of  labor  and  would 
lead  to  added  incentives  for  the  substitution  of  capital  for  labor.  Though 
it  can  be  argued  that  this  change  simply  removes  an  existing  distortion  and 
improves  resource  allocation,  there  may  be  definite  social  benefits  in  keeping 
population  in  rural  areas. 
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Agriculture  is,  however,  a  relatively  capital-intensive  sector  and  uses  large 
amounts  of  relatively  short-lived  capital,  such  as  farm  tractors,  mechanized 
harvesting  equipment,  and  breeding  livestock.  Because  of  these  characteristics, 
the  VAT  might  provide  further  incentive  for  continued  substitution  of  capital 
for  labor,  although  the  consumption  VAT  is  generally  accepted  as  neutral  with 
respect  to  capital-intensive  versus  labor-intensive  methods  of  production.17 

Special  Treatment  for  U.S.  Agriculture 

Most  of  the  countries  now  using  a  VAT  afford  some  type  of  special  treatment  to 
the  agricultural  sector,  and  it  is  generally  assumed  that  special  treatment 
will  at  least  be  considered  in  the  event  a  VAT  is  proposed  for  the  United 
States.  This  treatment  is  usually  justified  on  the  grounds  that  (1)  the 
administrative  difficulties  in  dealing  with  a  large  number  of  small  farming 
units  do  not  justify  imposing  the  tax,  (2)  small  farming  units  cannot  or  will 
not  keep  the  necessary  records  for  levying  the  tax,  (3)  exclusion  of  farming 
or  a  lower  rate  of  tax  on  agricultural  products  is  justified  as  decreasing  the 
regressivity  of  the  tax,  and  (4)  preferred  treatment  for  farmers  as  the  producers 
of  the  basic  necessities  of  life  is  in  the  national  interest. 

If  agriculture  were  excluded  from  the  VAT,  the  price  effects  on  agricultural 
products  and  the  impact  on  farmers  would  depend  largely  on  the  method  of 
calculation  chosen  for  the  administration  of  the  tax.  Under  the  addition  or 
the  direct  subtraction  (accounts)  methods,  the  exclusion  of  agriculture  would 
have  little  effect  on  the  purchasers  of  agricultural  commodities  since  their 
value  added  would  not  be  directly  affected.  In  fact,  purchasers  of  farm 
products  might  attempt  to  shift  a  portion  of  their  VAT  burden  backward  to 
farmers. 

Farmers,  however,  would  still  be  subject  to  the  VAT  on  their  purchased  inputs, 
and  since  farmers  have  limited  ability  to  pass  on  increased  costs,  they  would 
have  to  absorb  this  burden  unless  other  means  were  provided  for  relief  such  as 
that  recommended  for  Common  Market  countries.  Purchased  inputs  for  the  agri- 
cultural sector  amounted  to  $34.8  billion  in  1963,  roughly  60  percent  of  gross 
receipts  (table  8). 

Under  the  invoice  (indirect  subtraction)  method,  the  exclusion  of  agriculture 
from  the  VAT  would  not  be  likely  to  affect  the  total  revenue  from  the  tax  but 
would  merely  shift  the  liability  to  the  purchaser  of  farm  products.  In  this 
event,  the  direct  impact  on  farmers  would  depend  on  the  ability  of  purchasers 
to  shift  the  tax  backward  to  agriculture.  But  again,  farmers  would  be  unduly 
penalized  by  total  exemption  because  they  would  have  no  means  of  offsetting 
the  tax  paid  on  intermediate  inputs. 

Therefore,  although  special  treatment  can  be  justified  on  a  number  of  grounds, 
agriculture's  total  exemption  from  the  VAT  is  not  the  answer.  Special  treat- 
ment for  agriculture  (such  as  the  procedure  described  earlier)  is  more 


17While  capital  purchases  are  not  taxed,  earnings  of  capital  are.   Thus, 
returns  to  labor  and  capital  are  taxed  equally  under  the  VAT,  so  the  tax  is 
neutral  in  this  respect. 
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effectively  provided  within  the  framework  of  the  tax.  However,  the  problem 

presented  by  the  tendency  of  farm  product  purchasers  to  shift  a  portion  of 

their  own  VAT  burden  backward  to  farmers  may  possibly  be  beyond  the  limits 
of  the  VAT  structure. 

Agriculture  and  Other  Sectors  Under  the  Three  Types  of  VAT 

Each  sector's  share  of  the  total  VAT  base  is  calculated  in  tables  7  and  8  for 
1963  data.  If  each  sector  completely  absorbed  its  share  of  the  VAT  base,  the 
percentages  in  table  7  would  represent  their  respective  shares  of  the  total 
VAT  burden.  Under  the  assumption  of  no  shifting,  the  VAT  burden  is  greatest 
for  the  manufacturing  and  trade  sectors  and  least  for  the  basic  sectors  of 
mining  and  agriculture. 

Although  a  consumption  VAT  is  the  only  type  likely  to  be  considered  for  the 
United  States,  calculations  for  the  gross  product  and  income  types  are  shown 
for  purposes  of  comparison.  Agriculture's  use  of  capital  would  make  its 
relative  burden  less  under  either  the  income  or  consumption  types  than  under 
the  gross  product  VAT  although  relative  sector  shares  would  change  very   little, 

It  is  likely  that  ease  of  shifting  the  VAT  would  vary  between  sectors.  Because 
of  the  numerous  small  units  in  agriculture  and  the  lack  of  product  differenti- 
ation, farmers  have  traditionally  been  price  takers.  Particularly  if  forward 
shifting  is  not  an  explicit  part  of  a  U.S.  value-added  tax,  farmers  could 
find  it  more  difficult  than  other  sectors  to  shift  the  VAT  burden.  It  would 
be  particularly  burdensome  to  farmers  if  they  had  to  bear  more  of  the  VAT 
burden  on  purchased  inputs  than  they  could  shift  forward  on  their  sales.  If 
this  situation  should  occur,  special  treatment  for  agriculture  would  appear 
justified.  Further  analysis  of  input-output  data  may  give  additional  insights 
relative  to  this  problem. 
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